STATE OF CALIFORITA
BCARD OF EQUALIZATION

In the Matter of the Petition )

for Redetermination Under the " - .
oy DECISION AND RECOMIMENDATIOHN
ISales and Use Tax Law | OF HEARING OFFICER
-
. : .
| i | Account No.( _ | 4
_Petitioner )

This matter came on regularly for hearing on October 22,
1974, in San Jose, California.

. MAppearing for the taxpayer were —
l—-___,iﬁolby and Christmas appeared {or the board.
Protested Item
(Period 12/1/71 to 6/30/73)
Claimed exempt rental receipts overstated, $8L,871

Contentions of Petitioner

Taxpayer acquired the property pursuant to an occasional
sale as defined in Section 6006,.5(h). Since property was taxpaid
in the hands of the predecessor corporation, subsequent rental
receipts would be exempt under Section 6006(g)(5), as further
explained in Regulation 1650(b) (1)(E)(1).

Summary of Petition

Jas the presidant of _ (y————————
account No.§ and initially owvmed approximately
50 percent of the stock. He advanced money to the corporation
above and beyond his initial investment, for which he rereiyed
a note. As settlement for canceling the note, s ———mwseceived
the equipment held by the corporaticn for rental purposes.

The corporation did not charge sales tax at the time of
the transfer, nor did the taxpaysr report the purchase on his
tax return. In making the audit, the rental receipts were
established as the measure of the tax on all of the equipment
acquired and subsequently rented by the taxpayer.



o

The taxpayer contends that since a resale certificate
had not been issued to the corporation, the tax should te
assessed ageinst it. 1If the board did this, the taxpaver would
reimburse the corporation ana the rental receipts would thereby
be exempt.

. In the alternative, the taxmaweriec manpregentative,

r .t asserts that because of _myadvances of
casii to the corporation that he owried over 30 %ercent of the
corporation, although a substantial vortion of his interest
vas represented by the outstanding note. Therefore, the
exemption explaired in Regulation 1660(b)(1)(E)(1) would
apply. In support of the percentage of ovmership,
submitted a tax return schedule for the year ending—ii v
December 31, 1971, which provides:
“STATEMENT RECARDING LOSS Ohme

—

"During 1971, the taxpayer received ithe assets
and assuned the liabilities cf
in partial satisfaction of amounts OwWing tne Caxpayer.

"Assets received:

- Tools and equipment - $25,213
Cash 1,568
Accounts receivable 2,686
Inventory 500
Prepaid rent and deposits 302

7

"Liabilities assumed 8,988

‘WExcess of assets over .
liabilities assumed $21,281

"Balances owing taxpayer 5L, 171

“"NON BUSINESS BAD DEBT $32,850

"WORTHLESS SECURITIES
Capital stock-5,520 shares $25,675"

—

He also submitted numerous citations of cases involving
Section 385 of the Intecrnal Revenue Code which has a counterpart
in Section 2L580 of the Revenue and Taxation Code. The thrust

8
ent is that where a person advances mcney Lo a curp-
‘ A P - - ~ P 1 - on o,

oration which is in dire financiel need, that he in eilect 13
acquirinz an ownership interest rather than a creditor's interest.



Cases go both ways in this area, but they relate generally to

the gquestion of whether or not a corporation paying interest

on such a note should have considered the interest payment

.as a dividend. In deciding this type of case, the courts look

to the debt-to—equity ratio as one of the factors in determining
whether or not the form used bty the taxpayer shculd be disregarded.

In the case 2t _hand, it is alleged that no lender would
have loaned money to 4 in the amount loaned by
This is ovased upon tne lact that there was no
11iTy cI the company to pay exce~t +thranch nrofitable operations.

In other words, the notes owed tO mmmew— .ere for risk capital,
and except as a preference to other shareholders, were equity

~capital.

In further support of this argument, {_ ubmits
the following:

"Pricr to the transfer, » ovned 5,520
shages of stock of the Company, out of a tctal

of 6§,82C shares. | — 2150 had advanced
$58,352 to keev the Company in business. As of
November 30, 1G71, the Company's records indicated
the following:

"Assets:

Current assets ' $ 5,055.8L

- Rental equipment 21,,238.68
Other equipment 97L. 8L
Total assets »30, 5 3

"Liabilities and sharehoiders equity (deficit):
Accounts payable and other

current liabilities $ 8,988.04
Notes payable! = 58,352, 5k
Shareholders equity

(deficit) 537,{071.22)
530,09, 30 ¢

Analysis and Conclusions

It appears to the hearing officer that the thrust of
N B rgument is tased upon a reverse analogy of cases
TS an effort by the taxing agency tc look througn the
form used by the taxpayer to establish liability. In the case
at hand, the taxing agency (the Board) is merelyv accepting the
taxpaver's form and asserting liability based upen the records.
If we accept the taxpayer's argument, then we must accept an
allecation that the taxpayer's racords are incorrect, and that
the form used was in error because undesirable tax consequences

resulted.



If we looiz to the stat ement on the taxpaver's
inceme tax schedule regarding the loss of
(supra), it will be noted that the taxpayer COOk S ronEiTneds
bad debt loss of $32,890. This was in addition to the capital
stock write—off of $25,0675.

One posszible reason the taxpayer did not convert
the note to common stock is that the stock would have to have
been entirely worthless to be used as a bad debt; whercas the
note could be so used to the extent a loss was actually incurred.
ther business reasons probably also existed

In the hearing officer's opinion the taxing agencv is
not reaquired to atandon the form selected ard used by the tax-—
payer in its business affairs. To look behind the form used
by a taxpayer would create almost insuperable administrative
difficulties, since the board would be compslled in every trans-
action to lcok behind the documents cvidencing the event and
ascertain the alleged facts from extrinsic vidence. Therefore,
it is concluded that the argument must fail and that tax is
properly measured by rental receipts inasmurh ~~ *he taxpayer
did not pay tax reimbursement to'i___ ®or report
tax measured by his purchase price at the time oi acquisition.

The argument with respect to resale certificates also
must. fail. Tt Is true that the toard would have to look

O

%}i‘o* tax on the sale if the taxpayer had n
rented the propercy or resold it in _the regular course of
business prior to sale, inasmuch as id not
obtain a resale certificate., However, the Iacts ol the trans-
action are that the sale was for resale and exempt from the
definition of a retail sale under Section 6007 A resale
certificate is merely evidentiary and shifts the burden to the
person who issues it. Since tax liability was incurred by the
purchaser by renting the property, he is responsible tc the
state for the tax consequences that flow therefrom.
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